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REVIEW OF THE QUARTER'S ECONOMIC TRENDS 
Developments i n the ear ly par t 
o f t h i s year suggest tha t in 
general most countr ies are l i k e l y 
to experience a fu r the r per iod o f 
s luggish growth. None o f the 
leading fo recast ing bodies 
p red ic t a s i g n i f i c a n t improvement 
in the performance o f the major 
economies. The long awaited 
recovery in business f i x e d inves t -
ment has not mater ia l i sed except 
in the United States. More 
_ _ _ _ • « - - « • • • • « r n n i i n i i u genera l l y , the leve l o f a c t i v i t y 
THE WORLD ECONOMY ^ %%% »,%?%*"• 
monetary p o l i c i e s . The rate o f 
growth of the real money supply contracted in many cases as unexpectedly 
high i n f l a t i o n rates eroded ta rge t rates o f nominal money supply growth 
during 1977. Reasoning along such l i n e s , the London Business School 
foresees another eighteen months o f below trend growth f o r the world 
economy. They expect the trough o f the present cycle to be reached 
by the middle o f next year , w i th a rap id recovery in the fo l l ow ing 
year , 1980. The Nat ional I n s t i t u t e concurs in expect ing somewhat 
fas te r growth in Europe over the next twelve months to be balanced by 
a decelerat ion in the rate o f growth o f the United States. A s im i l a r 
outlook holds f o r p r ice i n f l a t i o n . Further reductions are expected 
in most o f the major European economies, but the e f f e c t of these on 
the worldwide rate o f i n f l a t i o n w i l l be o f f s e t to some extent by a 
continued accelerat ion in the ra te o f the United States. 
GDP growth in the United States was o f the order o f 4.9% in 1977. This 
represented a slow-down from the 1976 rate o f 5%, and a f u r t h e r slow-
down is expected by the National I n s t i t u t e which pred ic ts rates o f 4% 
and 3\% i n 1978 and 1979 respec t i ve l y . L i t t l e f i s c a l st imulus is 
l i k e l y t h i s year as increased pay ro l l taxes and soc ia l secu r i t y 
con t r ibu t ions absorb the major pa r t of the planned tax rebates. A 
f u r t h e r substant ia l d e f i c i t i n the balance o f payments on cur ren t 
account seems l i k e l y th i s year. The consequent weakness of the 
d o l l a r , combined w i th increases i n minimum wages and payro l l taxes, 
and a low rate o f p roduc t i v i t y growth w i l l cause the rate of pr ice 
i n f l a t i o n to f u r t he r acce lera te . The associated r ises in i n t e r e s t 
rates are l i k e l y to res t ra i n investment and res i den t i a l cons t ruc t ion . 
Ove ra l l , the lower monetary expansion t a rge t s , coupled wi th an 
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accelerating rate of price i n f l a t i o n w i l l exert a depressing 
influence on the level of a c t i v i t y . Unemployment, which has fa l len 
rapidly over the las t two years, may remain stable for the remainder 
of this year, but is l i ke l y to r ise in 1979 as rapid labour supply 
growth coincides with a sluggish volume of derived demand. 
No s ign i f i can t acceleration in the rate of growth is expected in 
Japan where the National Ins t i t u te predicts a rate of 5.5% compared 
to 5.3% in 1977. The level of investment is l i k e l y to be stagnant, 
leaving government expenditure and exports as the only important 
sources of buoyancy. The budgetary stance is expansionary, but i t s 
import content is low and a further substantial balance of payments 
surplus is l i ke l y th is year. The consequent appreciation of the 
yen w i l l contribute to a further reduction in the rate of price 
i n f l a t i o n . 
In Germany, a l l components of demand lack buoyancy, and growth is 
unlTkely to exceed 3% for the second year in succession. Exports 
may be somewhat restrained as the continued appreciation of the 
Deutschmark erodes the competitiveness of domestic f i rms. The 
levels of both unemployment and vacancies have remained f a i r l y 
steady over the pa^t year, and only a mild deter iorat ion in labour 
market conditions is expected as the year progresses. 
Some acceleration in economic growth is expected in France this year. 
There are signs of a revival in output af ter the March elect ions. 
The sources of increased demand are to be found pr imar i ly in a 
revival in consumer expenditure, as a resul t of r i s i ng real 
personal disposable incomes, and a strengthening of investment 
trends. Nevertheless, the s i tuat ion in the labour market is 
deter iorat ing with unemployment r i s ing in the early months of th is 
year, while a t the same time, the level of un f i l l ed vacancies 
declined. Further reductions in price i n f l a t i on appear unl ikely 
as general price controls are relaxed and prices of public u t i l i t i e s 
unfrozen. 
In I t a l y , GDP is forecast to r ise by 2% th is year,with a somewhat 
more rapid rate o f expansion expected in 1979. Last year's 28% 
rate o f wage i n f l a t i o n seems unl ike ly to be repeated and the more 
moderate 1978 awards should lead to a reduction in the rate of price 
i n f l a t i on to perhaps 13% th is year compared to over 18% in 1977. 
The EEC as a whole may return a somewhat better growth performance this 
year. The Commission predict an increase of 3% in Community GDP 
compared to 2% in 1977. However th is forecast is contingent upon a 
more expansionary stance being adopted by the German author i t ies , an 
undertaking which appears increasingly uncertain. 
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THE UK ECONOMY 
The Br i t ish economy is now expanding 
at a re la t ive ly rapid rate. 
Provisional estimates suggest that 
GDP rose by 1% during the f i r s t 
quarter of this year, fuel led 
largely by a sustained recovery in 
the volume of consumer expenditure. 
The tax changes of the Apri l 
budget w i l l sustain this trend for 
some time. In th is section we 
examine the most recent batch of 
economic indicators, and assess the 
recovery in the l i g h t of the 
government's professed economic 
strategy. We also present and 
contrast the la test predictions of 
the major forecasting organisations. 
Real personal disposable income is now growing rapidly with consequent 
effects on the volume of re ta i l sales, the average seasonally 
adjusted level of which duriny the f i r s t f ive months of this year 
exceeded that of the fourth quarter of 1977 by some 2.4%. This 
revival in consumption has affected with a lag, the volume of industr ial 
production and consequently imports of raw materials and consumer goods. 
As a result the most recent batch of economic indicators have not 
been uniformly favourable. A r ise of 1% in the volume of industr ial 
production in the f i r s t quarter coincided with a renewed de f i c i t on 
the current account of the balance of payments. A deterioration on 
both v is ib le and inv is ib le accounts has resulted in a marginal de f i c i t 
for the f i r s t f ive months of this year, in contrast to a surplus of 
£1 b i l l i o n during the la t te r half of 1977. 
The r is ing trend of real personal disposable income is the outcome of 
several factors, the major ones being; a r is ing rate of wage 
in f la t i on which exceeds the currently f a l l i ng rate of price i n f l a t i o n , 
and a series of adjustments to the personal income tax code. In the 
twelve month period up to the end of May the re ta i l price index 
increased by 7.7% while in the year to Apri l average earnings rose by 
between 15.6% on the old index or by 12.5% on the new, more broadly 
based one. By mid-May, over one th i rd of a l l employees had s t i l l to 
set t le in the three remaining months of the current pay round, and i t 
appears unl ikely that average earnings w i l l increase by less than 
15-16% under Phase Three in stark contrast to the government's 10% 
guideline. 
The r is ing trend in money earnings has generated fears of a revival in 
price in f la t ion in the la t te r hal f of this year. This, coupled with 
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disappointing trade f igures, and suggestions of inconsistency 
between the government1^ f isca l and monetary pol ic ies has led to 
downward pressure on the exchange rate. In trade weighted terms 
the decline in s te r l i ng over the f ive months to May was of the order 
of 9.4%. The depreciating exchange rate has been mirrored in 
manufacturing industry's input pr ices, which, while some 1.7% lower 
in May than a year ea r l i e r , had r isen by 5.2% over the f ive months 
since January. 
In the f inancial markets recent developments have not accorded with 
o f f i c i a l expectations. The consequences of attempting to hold 
down the exchange rate in the face of substantial reserve inflows 
during the closing months of 1977 can be seen in the money supply 
f igures. D i f f i cu l t i es in financing the 1978-9 public sector 
borrowing requirement are in part cause and in part consequence of 
th is unrestrained monetary growth. The net resul t has been that 
the target of 9-13% growth of the broad money supply in the year to 
Apr i l las t was exceeded by several percentage points. In an attempt 
to reassert control over the monetary aggregates, minimum lending 
ra te , which stood at 6|% pr ior to the budget, has been raised to 10%, 
with concurrent rises in short term interest rates. The "corset" 
has been reimposed to restrain growth in commercial bank deposits, 
while employer's national insurance contributions are to r ise from 
October in a d i rec t attempt to reduce the size of the public sector 
borrowing requirement. 
In assessing these recent developments i t becomes clear that there 
has been a substant ia l , but l i t t l e noted, s h i f t in the government's 
economic strategy. The present recovery is characterised by many 
features against which the government set i t s face over the years 
1976 and 1977. The avowed aim of those years was to achieve 
investment and export led recovery rather than the present inevitably 
short - l ived boom fuel led by consumer expenditure. On the 
government's own c r i t e r i a , i t s strategy appears to have fa i l ed . 
The level of investment in manufacturing industry actually f e l l in 
the f i r s t quarter of this year, while the buoyant investment 
intentions of the most recent CBI and government surveys re f lec t 
entrepreneurial views pr ior to the recent sharp r ise in interest 
rates, the impending r ise in employer's national insurance 
contr ibut ions, and the s h i f t to a more res t r i c t i ve monetary pol icy. 
These recent measures are in no way calculated to induce a recovery 
in investment. By thei r ind i rect effects on the competitiveness of 
Br i t i sh f i rms, the contribution of the trade balance to GDP growth, 
already under pressure as a resul t of the high impact content of the 
recovery in consumption, has been reduced s t i l l fur ther. The 
forecasts presented below suggest that the government's avowed aim 
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Table 1 1978 Forecasts - % Change at 1970 Prices 
Consumer's Expend. 
Fixed Investment 
Govt. Current Expend. 
Exports 
Imports 
GDP 
Reta i l Prices 
Average Earnings 
Unemployment ( m i l l i o n 
London 
Business 
School 
4.6 
4.1 
2.2 
2.9 
7.6 
2.4 
8.8 
13.0 
) 1.33 
National 
I n s t i t u t e 
4.7 
3.4 
1.6 
3.5 
4.8 
2.5 
9.4 
13.4 
1.40 
HM 
Treasury 
5.0 
3.8 
2.3 
3.7 
7.5 
2.0 
7.0 
11.0 
NA 
Euromoney 
Magasine 
5.3 
4.0 
1.1 
2.6 
5.9 
2.0 
7.3 
12.2 
1.52 
Economist 
Magasine 
3.8 
4.6 
2.2 
4.1 
6.9 
2.2 
7.6 
NA 
1.50 
Table 2 1979 Forecasts 
Consumer's Expend 
Fixed Investment 
Govt.Current Expend. 
Exports 
Imports 
GDP 
Retai l Prices 
Average Earnings 
Unemployment (000's) 
2.5 
1.2 
2.3 
4.7 
6.4 
1.8 
11.7 
12.2 
1.38 
2.1 
2.5 
2.6 
3.0 
3.4 
1.8 
11.4 
12.5 
1.50 
NA 
NA 
NA 
NA 
NA 
NA 
NA 
NA 
NA 
4.4 
- 0.3 
1.4 
3.4 
10.3 
1.7 
8.4 
9.7 
1.70 
2.1 
- 0.3 
3.5 
4.9 
6.9 
1.8 
9.3 
9.0 
1.64 
Sources: London Business School : Economic Outlook 1977-81 Vol.2, No.9 
National Institute Economic Review No.2 1978 
Financial Statement and Budget Report 1978-79 
Euromoney, April 1978 
The Economist, 8 April 1978 
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of financing debt repayment in the years ahead through substantial 
surpluses on the current account of the balance of payments appears 
unattainable. 
Tables 1 and 2 set out forecasts of GDP components over the years 
1978 and 1979 produced by the Treasury and by four independent 
organisations. A l l of the forecasts are based on large scale 
econometric models and of necessity re f lec t the i r proponents'views 
of the functioning of the economy.* They also embody each 
organisation's assumptions about factors , such as the rate of growth 
in world trade, and the rate of change of earnings which are 
determined outside the model. Only the broadest detai ls of the 
forecasts are presented, for fur ther information the interested 
reader is referred to the or ig inal source. A l l of the forecasts 
were carried out in A p r i l , except that of the London Business 
School which dates from June. 
The forecasts are in broad agreement on developments during 1978, 
the common features being a rate of GDP growth of the order of 2%, 
ar is ing pr imari ly from a sharp recovery in consumer's expenditure. 
The Treasury forecast suggests somewhat higher import penetration 
and somewhat lower price i n f l a t i on than the other bodies, but i t s 
average earnings f igure is too low in the l i g h t of the most recent 
s t a t i s t i c s . A l l expect a current account surplus this year, but 
with the exception of the National I ns t i t u t e , a l l expect i t to be 
reduced in 1979. 
The Treasury has not published a forecast for next year, but those 
which are available suggest a slow-down in GDP growth. Even on the 
assumption of some moderation in the rate of increase of average 
earnings, a l l expect an acceleration of price i n f l a t i on though with 
the exception of the National Ins t i tu te and the London Business 
School, the rate remains in single f igures. A l l predict a slow-
down in consumption growth and none a sustained recovery in 
investment, or any f a l l in unemployment between the two years. 
The general prognosis can hardly be described as encouraging, but 
the extent of the slow-down is unl ikely to become apparent in the 
remaining months pr ior to a possible autumn elect ion. 
* Two bodies, The Economist and Euromoney, actual ly use a version 
of the Treasury model. 
